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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

In the Matter of )

)
Price Cap Performance Review ) CC Docket No. 94-1
for Local Exchange Carriers )

)
Treatment of Operator Services ) CC Docket No. 93-124
Under Price Cap Regulation )

)

)

Revisions to Price Cap Rules for AT&T CC Docket No. 93-197

AFFIDAVIT OF RICHARD J. GILBERT AND ROBERT G. HARRIS

A, INTRODUCTION AND OVERVIEW

1. In this affidavit we recommend that the Commission make fundamentai changes in its
reguiation of interstate access services. In spite of the Commission’s avowed commitment to
promote competition in interstate access services, its current regulations — and those proposed in
the Second Further Notice — are directly contrary to that policy objective in several respects. The
Commission’s regulation of interstate services and prices inhibits competition by delaying new
services and by protecting individual competitors from fair competition. In our view, it is time for
the Commission to make a fundamental break with traditional regulatory mechanisms and adopt
policies that will accelerate the offering of new services, expedite the development of competition
and ensure the lowest prices and highest quality of services during the transition to full and open
competition. | At the heart of our recommendations is a simple, but powerful economic principle:

competition is promoted and customers are better off when new services can be offered or price



decre#ses can be made sooner, rather than later. In this affidavit, we will explain, justify and apply
this principle to the reform of the Commission’s regulation of interstate services and prices.

2. As economists, our recommendations are based on microeconomic theory, industnal
organization and the principles of antitrust and regulatory policy analysis. In our experience,
economic regulation - however well-intentioned - is too often used by competitors to protect
themselves from the rigors of competition.' Hence, our recommendations also incorporate the
political realities of the regulatory process, based on our experience as regulators and as
consultants in the design and implementation of regulations in energy utilities, transportation and
telecommunications. Professor Gilbert has drawn on his experience as the Deputy Assistant
Attorney General for Economics in the Antitrust Division of the U.S. Department of Justice from
1993 until May 1995, as well as his extensive experience in the regulation of public utilities.
Professor Harris has drawn on his experience in the implementation of the motor carrier and
railroad regulatory reforms as Deputy Director of Cost, Economic and Financial Analysis at the
Interstate Commerce Commission from 1980-81, and his involvement in the development of price
cap plans for local exchange carriers in nine states. Further details of our academic and
professional qualifications are provided in our attached vitas.

3. The Second Further Notice of Proposed Rulemaking conveys the impression that the
Commission presumes that the benefits of regulations for most interstate telephone services,

including new services, outweigh their costs. We think this presumption is incorrect, because the

' Because competitors often seek protection from more vigorous competition through the public policy process.
antitrust agencies have traditionally been skeptical about bringing enforcement actions based on the
premerger claims of the competitors to the companies in question; the courts have become cautious about
granting standing to competitors in merger cases. unless there is a clear showing that competition is being.
or will be, harmed.



costs of regulation often outweigh their benefits, especially when markets are as dynamic, fast-
changing and unpredictable as telecommunications services. These regulatory costs include
delays in new services and price changes inherent to the administrative process; inefficiencies
caused by holding prices above competitors’ or preventing prices from reflecting differences
across geographic markets, obtaining and providing information to comply with filing
requirements; and the strategic use of regulation by competitors to inhibit the regulated firm from

competing effectively in the marketplace.

4 It is evident to us that the costs of the Commission’s proposed three-tiered approach to
regulating interstate access prices and services substantially outweigh their benefits. Instead, we
recommend a two tiered approach. First, immediately eliminate the disparate tariff filing
requirements for “dominant” and “non-dominant” carriers and allow all providers to introduce

new services or implement price changes for existing price-capped services with one-day notice
and no cost support provided existing services remain available to customers. In its recent
decision on the dominant status of AT&T, the Commission has recognized that the current
distinction has anticompetitive effects. Hence, in Section B, we explain why certain reforms in the
regulation of interstate access services should be implemented immediately, without regard to
competition. In addition to modifying the tariff rules, we also explain why the Commission should
immediately eliminate the Part 69 waiver process.

5. Second, immediately remove new services, including alternative pricing plans, as well as
services for which competitive alternatives are available, from all forms of rate or price regulation.
As part of our discussion of immediate reforms in Section B, we elaborate on the need for
removal of these services from price caps and suggest modifications to the Commission rules to

better reflect market forces that impact even those services that remain subject to price caps.



6. Third, remove any other existing services from price cap regulation as soon as customers
have competitive alternatives available to them. In Section C, we address the standards for
determining when sufficient alternatives exist to remove a service from price cap regulation. We
explain why market share is not a reliable basis for such a determination and recommend the use
of addressability as a superior indicator of competition. Addressability measures the capacity of
competitors to serve customers, which constrains the ability of a local exchange carrier (LEC) to
raise price or lower output of that service in a given market area. We also recommend that LECs
be allowed to present other kinds of evidence to demonstrate the availability of sufficient actual or

potential competitive alternatives to justify removal of a service from price cap regulation.

B. IMMEDIATE REFORMS OF ACCESS PRICE & SERVICE REGULATION

7 Under both the current rules and the proposal in the Second Further Notice, the tariff
filing process is expedited to permit new services to go into effect on one day’s notice only when
a LEC can show non-dominance. This is directly contrary to economic efficiency and actually
reduces competition. Instead, the Commission should take the opportunity to adopt a new
regulatory scheme that is based on sound economic principles.

8. In particular, the Commission should adopt measures to promote development and
introduction of new access services. These proposed measures will facilitate the depioyment of

new information technologies, which are transforming business practices® and helping American

?  “..[W]hen you change dramatically how the businesses is conducted you transform the business itself.
Changes in information technology are doing just that to every enterprise in the economy.” Stan Davis and
Bill Davidson, 2020 Vision: Transforming Your Business Todav to Succeed in Tomorrow's Economy. Simon

and Schuster: New York, 1991, p. 51.



businesses face one of their toughest challenges: the time compression of product development
and the dramatic decreases in the length of product life cycles.’ To respond to these chalienges,
enterprise managers have become much more demanding of their suppliers, because “time-based”
competition demands timely delivery of existing and new services.* The crucial importance of
information technologies to business enterprises explains why they are so eager to use new
communications services, why they often take the initiative in developing and demanding new
communications services, and why the costs of delay of new communications services are so high.
Hence, it is not just the regulated LECs that suffer from delays in new service offerings: it is also
their customers. In many cases, those customers can and do turn to other suppliers to fill their
immediate demands even though other suppliers may not be the most efficient; in others,
customers may lack suéh alternatives to supply by the LEC, which means the cost of delay are all
the greater.

9 The Commission’s regulation of new services can slow the rate of technological progress
by reducing the profitability of new services in the following ways, thereby blunting the incentive
for investing in the development and deployment of the technologies that enable the LEC to offer
new services in the first place:

» Ifregulation delays new service offerings, then the revenue streams from those new
services are pushed forward, reducing the present value of the service,

*  Limitations on pricing flexibility can reduce the sales volumes and profitability of new
services;

?  “...[Mjarket and product demands are changing faster than ever... to keep pace with this change, firms are
finding that they must be able to build and deliver high-quality, customized goods and services... and get
products to market quickly. Boynton, Andrew C.. “Achieving dynamic stability through information
technology,” California Management Review, January, 1993, 35(2), p. 58.

‘  Mendez, Eduardo G. ; Pearson, John N., “Purchasing's role in product development: the case for time-based
strategies,” /nternational Journal of Purchasing and Materials Management, January, 1994, 30(1), p. 3.
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*  The cost of complying with regulation reduces the profitability of new services.
Note, therefore, that the relationship between technological change and new services is two
directional. It is widely appreciated that new technologies enable firms to provide new services; it
is just as true that the revenues from new services enable firms to develop and deploy new
technologies. Even short delays in new services can have a considerable negative impact on
capital budgeting decisions involving new technologies, by pushing out the revenue stream
beyond economic “break-even” and reducing a positive present value to a negative * In the worst
cases, delays in new services can eliminate their window of opportunity: being too late to market
with a new service is no better than not getting to market at all* Thus, by reforming the
regulation of new services, the Commission can make a major contribution to facilitating the
development and the adoption of better technologies, ensuring that users will obtain the benefits
of innovation, especially lower costs and higher quality goods and services.” Moreover, by
increasing the number of consumer choices, encouraging new services can further increase
consumer welfare by promoting competition.
10.  There is no valid argument for retaining a regulatory process that delays new services. So

long as they are priced above incremental cost, and existing services remain available to

*  According to a McKinsey & Company study, in many industries such as telecommunications that are
characterized by rapid technological change. a product that is six months late to market will miss out on one-
third of the potential profit over the product's lifetime. Mendez. Eduardo G. and Pearson, John N..
“Purchasing's role in product development: the case for time-based strategies.” /nternational Journal of
Purchasing and Materials Management, January, 1994, 30(1), p. 3.

6 Indeed, it can be much worse: costs have been incurred and customer relations have been damaged by
expectations of new services that are delayed by the regulatory process.

7 The Commission staff report recognized that “access rules must also not impede the introduction of new
technologies and services through unnecessary regulatory delay...” Access Reform Task Force, FCC Staff
Analysis, Federal Perspective on Access Charge Reform. Apnl 30, 1993, p. 29.
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customers, new access services increase competition and improve efficiency in all cases. The
economic logic for this proposition is straightforward: any new service offering will always make
customers better off in the aggregate, provided there is no change in the price and number of
existing services, because customers will have more choices with the new service than before.
When customers have all of the existing choices as well as the new services, some customers can
make themselves better off by choosing the new service. All other customers are no worse off
because they can continue to exercise their current choice. Therefore, we urge the Commission to
modify its procedures to eliminate all advance approval requirements, so long as existing
services remain available to customers. If a LEC seeks to eliminate or restructure an existing
tariffed service, then the Commission could review the application to see whether customers
would be disadvantaged. Note that any delay in the approval of a tariff removal is much less
likely to harm customers or competition than a delay in the approval of a new service or pricing
plan.

11.  Immediate reform of access price and service regulation will increase consumer welfare
and promote competition, efficiency, innovation and investment, whether or not LECs face
effective competition in access services. In no case are the economic benefits of these reforms
contingent upon the existence of competition, much less effective competition. On the contrary,
the reforms we advocate will generate substantial benefits even in markets where there are no
other providers of interstate access services. When LECs seek to introduce new services under
federal jurisdiction they can suffer any or all of three different and cumulative types of delays
which their competitors do not experience: (1) costing and taniff preparation delays; (2) Part 69
waiver delays; and (3) typical tariff filing delays of 90 days (45 days notice plus 45 additional days

due to third party intervention or Commission investigation). If the Commission implements its



proposed discretionary tracking regime, new services could also face “tracking delays.” These
delays are costly to LECs, harm the customers who would benefit from earlier availability of new
services, and reduce competition in the marketplace. Hence, we offer recommendations for
regulatory reforms that wiil expedite new service offerings, increase pricing flexibility and
promote competition.

1. Eliminate the Part 69 waiver process to reduce delays in new services
12.  To allow customers to realize the enormous potential for new switched access services,
the Part 69 waiver requirement should be eliminated immediately. As recognized by Commission

staff’
“There are also technological innovations that may create new LEC services that did not exist
when the rules were developed. As stated, although Part 69 prescribes a fixed structure,
many new services do not fit neatly into existing Part 69 rate elements.”*
As a result, waivers must be obtained before new service tariffs can be filed. The Part 69 waiver
process, however, delays the introduction of new services to market, increases the uncertainty
over when a new service will be allowed in the market and enables competitors to use the
regulatory process to create additional delay and exploit it for competitive advantage. In Bell
Atlantic’s case, for example, the Part 69 Waiver process alone has delayed the introduction of
services by as long as a year and a half’

13, There are also significant administrative costs of the Part 69 waiver process, both to the

Commission and to LECs. Given the momentous changes occurring in telecommunications, it is

*  Access Reform Task Force, FCC Staff Analysis, Federal Perspective on Access Charge Reform, April 30.
1993, p. 40.

’  Switched Facilities Mamgemeni Service (18 months and still outstanding), InterLATA Operator Call
Completion Service (12 months) and Optional 800 Data base service (11 months).

.8 -



imperative that the Commission devote its scarce resources where the net benefits are greatest.
Likewise, LECs face severe pressures to cut costs to compete effectively, so the compliance costs
of obtaining waivers could be put to much more productive uses. Moreover, as the number of
new services continues to proliferate, the administrative costs of the waiver process will escalate
in the future, unless the process is significantly reformed or eliminated.

14.  Eliminating the Part 69 waiver process can also reduce the abuse of the regulatory process
by LEC competitors to delay the offering of new services or pricing options to gain artificial
competitive advantage. Consider the following exampie of competitors deliberately delaying new
service offerings or pricing options, to the detriment of Bell Atlantic and its customers: In
December 1993 Bell Atlantic filed a petition for waiving of Part 69 rules to establish rate elements
for InterLATA Operator Services (I0S) to be furnished to small interexchange carriers (IXCs)
who lacked the capability to self-supply I0S.'® Several large IXCs who already provided [0S
filed protests, which were later dismissed by the Commission. However, the waiver was not
granted until December 1994, a full year later. This gave Bell Atlantic’s competitors lead time to
develop services and sign long term contracts in anticipation of Bell Atlantic’s entry into the
market. By the time the tariff was approved, Bell Atlantic lost the opportunity to sign contracts
with many potential customers who had already signed with other providers, and those customers
lost the opportunity to benefit from the competition that Bell Atlantic would have added for these
services. Eliminating the Part 69 waiver process will encourage LEC competitors to compete in

the marketplace, by offering new services or better service, rather than in the regulatory arena.

' Specifically, Bell Atlantic was seeking to offer automated and live operator call completion for interLATA
collect, calling card and third number calls. Bell Atlantic would perform all functions on these calls
including branding, verification, calling card validation and information processing necessary for biiling.
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15.  Moreover, there is no harm to the public interest by eliminating the waiver requirement.
As explained below, the Commission still retains the authority to investigate services once they
are introduced and take remedial action if warranted. In addition, customers with specific
concerns can still obtain relief through the complaint process.

2. Modify tarifY rules to allow changes on one day notice without cost support
16. The notice periods for tariff filings should be reduced to one day to avoid unnecessary
delays in the introduction of new services and service options, and in the offering of alternative
pricing plans. Under current rules, tariff effectiveness can be delayed as long as nine months, and
then the Commission can still conduct a further investigation for another 15 months.!' For Bell
Atlantic, one third of its tariffs filed in the last year were delayed an average of 45 days due to
third party intervention or investigation by the Commission. When this delay is combined with the
45 day notice requirement, the tariff process alone prevents new services from entering the market
for three full months on average. By requiring long notification periods before approval of new
tariffs filed by LECs, competitors know they will have plenty of time to react to a LEC’s lower
prices before they actually go into effect, which means they do not need to lower their prices in
anticipation of possible price reductions:

“According to Barbara Sampson, senior vice president and co-founder of Intermedia

Communications, a Florida based CAP, ‘We are not confronted by the regulatory burden
like the telcos and the cable companies,’ she said. ‘This is a natural competitive
advantage.’" "

“Key to the current success of CAPs is the fact that they can be more responsive to
customer requests than the average local exchange carrier. ‘If a user asks for something

' 47U.S.C.§§ 203(b)(1); 204(a)(1); 204(a)(2X(A) & (B).

"> Titch, Stephen, "In a Quest for Growth, Competitors Invade More Telco Markets,” Telephony, June 28. 1993
p. 6.
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17.

off-tariff, the RBOC has to deal with regulatory issues that the CAP doesn’t,’ says

Colleen Beck, managing analyst at Datapro.”"’

The Commission has recently concluded that “dominant carrier regulation” inhibited

AT&T’s ability to offer new services and actually inhibited competition in the market for

interexchange services:

“The cost of dominant carrier regulation of AT&T in this context includes inhibiting
AT&T from quickly introducing new services and from quickly responding to new
offerings by its rivals. This occurs because of the longer tariff notice requirements
imposed on AT&T which allow AT&T’s competitors to respond to AT&T tanff filings
covering new services and promotions even before AT&T’s tariffs become effective.
The longer notice requirements imposed on AT&T thus also reduce the incentive for
AT&T to initiate price reductions. In addition, to the extent AT&T were to initiate such
strategies, AT&T’s competitors could use the regulatory process to delay, and
consequently, ultimately thwart AT&T's strategies.”'*

These arguments also apply to the regulation of LEC’s access services. The Commission shouid

thus be wary of perpetuating regulations that can create a price umbreila which results in higher

prices for all customers.

18.

Eliminating the artificial advantages of regulatory delays in pricing changes by LECs will

directly benefit customers and enhance competition. Similarly, eliminating requirements for

unnecessary cost studies in support for new tariff filings by LECs will not allow competitors to

use strategically sensitive information to target those customers or market segments where the

incumbent LEC is least likely (or, due to cost floors, unable) to respond to their pricing initiatives.

The existing complaint process provides the Commission sufficient opportunities to obtain the

Briere, Daniel and Finn, Christoper, “CAPitalizing on Local Access,” Nerwork World. September 6. 1993
(emphasis added).

Motion of AT&T Corp. to be Reclassified as a Non-Dominant Carrier, Order, FCC 95-427. 9 27, Oct. 23.
199S.
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information necessary to establish whether the price of a given service passes the incremental cost
price floor, thereby deterring discriminatory or predatory pricing of new service offerings, but
without delaying the introduction of new services.
19.  Our analysis and conclusions about the benefits of reducing new service delays are not
limited to a subset of services. Thus there is no need for the proposed division of new services
into two regulatory tracks -- one of which would continue to have regulations imposed on it that
are unnecessary for any service -- as proposed in the Second Further Notice. Tracking will be a
time-consuming process, no matter who makes the decision or the basis on which the tracking
decision is made. Disputes over the tracking of a new service will consume scarce resources and
delay introduction of new services. In addition, tracking would provide another avenue for
opportunistic uses of the regulatory process by competitors who benefit privately from delaying
LEC services, raising LECs’ costs of regulatory compliance and gaining access to competitively
valuable information. Conversely, there are no significant benefits from tracking new services.
New services priced above incremental cost can only increase economic welfare. Hence, there is
no reason to track new services. The Commission might choose to require specific procedures
such as cost study support for mandatory interconnection services. But a limited and well defined
exception does not lessen the harm of tracking new services more broadly.

3. Do not impose price cap restrictions on new services
20.  Just as a new service or alternative pricing plan should not have artificial regulatory
barriers delaying its introduction, it should also not have unnecessary regulation once it is

introduced. As Professor Alfred Kahn previously explained in an earlier stage of this proceeding,
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there is no reason to subject such services to price cap controls.* So long as a service is either
truly new -- and thus discretionary -- or it functions as an alternative to an existing service that is
either competitive or subject to price cap regulation, there is no reason to place pricing
restrictions on it. Discretionary services can be rejected by the market and only will be purchased
if the price is deemed reasonable by the market. If they are overpriced, consumers will not buy
the service and competitive entry of lower priced providers will be spurred. Alternative pricing
plans will only be found attractive by potential customers if they meet a specific need that the
original service did not. Thus, the success or failure of these services will be market-driven. In
that situation, price caps are an unnecessary regulatory constraint that cause affirmative harm and

should yield to market-based pricing.'®

4 Remove unnecessary restrictions on downward pricing flexibility
21.  For those services remaining in price caps, the only restriction in downward pricing
flexibility that serves a valid public policy purpose is a price floor based on incremental cost to
protect against anticompetitive pricing. There are no pro-competitive benefits of other
restrictions on downward pricing flexibility. Any additional limitations on downward pricing
flexibility harm customers, by keeping prices higher. Preventing a LEC from raising a price after
it was lowered simply discourages price reductions, thereby harming customers. Given the

complexity and rate of change in telecom markets, carriers need to be able to move prices down

'*  Affidavit of Alfred E. Kahn, 19 30-32, filed as an attachment to Reply Comments of Bell Atlantic, Price Cap
Performance Review for Local Exchange Carriers, CC Docket 94-1, June 29, 1994.

' As with the modification to the tariff rules, a narrow exception may be necessary for mandatory
interconnection services.
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and up to find “market levels.” Hence, the Commission should remove those elements of price
regulation (such as Service Band Indexes) that restrict downward pricing flexibility.
22, Restricting downward pricing flexibility by incumbent LECs can inhibit price competition
by providing a further basis for a price umbrella, allowing CAPs to price above competitive levels.
Limitations on downward pricing flexibility can hold LECs’ prices above their costs, causing
customers to pay excessive prices or buy from a less efficient supplier. When LECs are required
to charge prices that are at odds with the cost of and demand for services, competitors will exploit
their vuinerability by targeting the affected customers. Such targeting causes LECs to lose the
contribution to common costs they could otherwise realize from those customers, leaving a larger
share of common costs to be borne by their remaining customers. As noted by the Commission
staff:

“If only the LECs are subject to rigid rate structure rules, they will be at a competitive

disadvantage in their ability to respond to the market. LEC customers may choose to

take service from a competitor in order to avoid artificially high LEC rates or to obtain
alternative rate structure options.”"’

23, Subject to an incremental cost-based price floor, LECs should also be allowed to offer

alternative pricing plans such as term and volume discounts, which are widely used by CAPs and

IXCs:

“An ever-present factor in evaluating almost any service is price. Unfortunately, this is a
difficult factor to quantify since CAPs keep their actual pricing close to their vests.
Practical experience says that CAPs can prove to be as much as 15% lower than local
exchange carriers for an equivalent circuit; exactly how much an end user can save
depends on service ordered, size of contract, and volume and term commitment.”'*

"7 Access Reform Task Force, FCC Staff Analysis, Federal Perspective on Access Charge Reform. Aprii 30.
1993, p.34.

" Briere, Daniel and Finn, Christoper, “CAPitalizing on Local Access,” Network World. September 6. 1993
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Such discount plans are standard pricing practice in nearly every industry we have studied:

“Steel manufacturers grant the automobile companies substantially lower prices than they

offer other industrial buyers. They do so because auto manufacturers use such large

volumes they could easily operate their own mill or send negotiators around the world

to secure better prices... Xerox gives volume discounts based on a buyer’s total

purchases of copiers, typewriters, or printers. Digital Equipment Corporation gives

discounts for multiple purchases of a single model, but in addition gives discounts based

on a buyer’s total expenditure on all products from the company.”*’
Similarly, discount pricing, including term and volume discounts, are competitive necessities in a
telecommunications environment where there is little product differentiation between different
suppliers. Any regulations which inhibit the use of such discounts impedes competition and
prevents customers from obtaining the lowest possible price for the services they purchase.
24.  Finally, the Commission should not limit upward pricing flexibility so long as the LECs’
prices comply with their respective price caps. In particular, the Commission should not impose
limits on LECs’ ability to subsequently increase a price after a price decrease. Such restrictions
create a disincentive for reducing prices in the first place. Especially in dynamic markets such as
telecommunications services, the best information about what customers want and what they are
willing to pay comes from the market itself By raising and lowering prices, by offering services
in various configurations and packages, and by observing and measuring the resuits, LECs can

gain the valuable information they need to serve their customers well and compete with

unreguiated firms who have almost complete flexibility in responding to different market

conditions.
s. Eliminate the earnings sharing provision of the price cap formula
'* Thomas T. Naglle and Reed K. Holden and_ Tactics of Prigi i Profitable Decision

Making, New Jersey Prentice Hall, 1995, p. 219.
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25.  While a price cap plan with a sharing requirement is better than traditional rate of return
regulation, sharing reduces the incentives for efficiency, investment and innovation. Sharing is
also contrary to competitive parity, since competitors are not profit-constrained, while the LEC is.
Moreover, under sharing, it is likely that the Commission will continue to regulate the rate base by
prescribing depreciation rates, implicitly forcing the LECs to artificially overstate their earnings
for sharing purposes, which increases LECs’ investment risk and reduces incentives for LEC
investment. Regardless of the level of competition faced by LECs, sharing reduces economic
efficiency and should be eliminated. While the benefits of pure price cap regulation are not
contingent on the presence of competition, rapidly emerging or significant levels of competition
increase the advantages of pure price caps over sharing plans. This explains why at least 19 states
have already adopted pure price caps plans with no sharing requirement as the proper regulatory
framework for the transition to full competition. Similar plans are currently under consideration

in additional states, and the numbers will undoubtedly continue to grow.

C. REMOVAL OF REMAINING SERVICES FROM PRICE REGULATION

26.  Because “competition is the best regulator,” most economists favor eliminating price
regulation as soon as actual or potential competition limits the exercise of market power. In
determining whether an industry is suitable for deregulation, economists generally do not require
that an industry has the characteristics of a perfectly competitive market. They recognize that
many industrigs perform well despite a highly concentrated market structure, and that even
industries with a “dominant” firm are not likely to be improved by imposing industry regulation.
Regulation imposes particularly severe costs for industries that are characterized by rapid

technological change because it takes time for regulators to search for and adopt policy changes
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Hence, in addressing the removal of LEC services from price cap regulation, we explain why the
Commission should take a forward-looking approach and adopt standards that allow removal as
soon as the- is evidence that LEC services in a relevant market are vulnerable to significant
competition.
27.  Market statistics serve only as a guide to investigate the extent of market power, which
must be assessed by evaluating the factors described below in their specific market circumstances.
In making this assessment, the Commission should not lose sight of the substantial costs of
regulation. The test for removing constraints on LEC pricing should not be proof of a complete
absence of market power. Instead, price cap regulation of a service should be eliminated as soon
as there is enough actual or potential competition in a given market so that market outcomes are
likely to be superior to regulated outcomes.
28.  Moreover, in making the determination to remove a service from price cap regulation, the
Commission should err on the side of the market, for two reasons. First, by waiting for even
more competition to materialize, the Commission risks denying the benefits of that competition to
consumers that enter into long term relationships with suppliers in a regulated environment.
Those consumers would be better off if the LEC and alternative providers could compete for their
demands. Second, the decision to ease regulatory constraints does not have to be permanent.
The Commission could re-impose regulations if market forces prove inadequate. Accordingly, the
Commission should use this proceeding as an opportunity to set basic rules for the removal of
services from price cap regulation as soon as there is a demonstration of a competitive alternative
1. LECsS need flexibility to define the scope of competitive alternatives
29.  Given the dynamics of technology and market demand in interstate access services, as well

as shifting cross-elasticities among services, LECs should be allowed reasonable latitude to

_17 -



present evidence that is relevant to defining the product, geographic and customer scope of their
markets for the purposes of demonstrating competition and seeking regulatory relief. It is critical
that LECs retain the flexibility to tailor competitive showings to the developing marketplace.
30.  The relevant scope of services to be removed from regulation couid be defined by product,
geography, customer characteristics, and/or some combination of the three. It is a set of product
offerings in a geographic area for which a hypothetical monopoly supplier of those products
would be able to raise price by a significant amount for a significant period of time to a significant
group of customers. For example, some services may be competitive throughout a LEC’s service
area, while others in a more limited geographic area, and still others for a limited subset of
customers. For example, businesses with more than a certain number of lines may have a
competitive alternative for a number of services, while customers with fewer lines may not have
the same alternatives over the same service group. Regardless, so long as a showing of a
competitive aiternative is made for a given portion of the market, price regulation should be
removed for that portion.

2, The use of addressability in assessing competition in relevant markets
31.  Having determined the scope of services to be removed from price caps, the Commission
must also establish the criteria for evaluating the presence of a competitive alternative. We
strongly urge the Commission to base the decision on measures of competition that are directly
related to the likelihood that a LEC can raise the price or lower output of a service. For example,
ifa ten percent price increase would likely result in the loss of more than ten percent of a LEC's
traffic, the price increase would not be profitable. In many markets, a few customers may account
for more than two thirds of a LEC's total traffic. These customers can turn to alternative

providers, and would do so in response to any appreciable price increase or reduction in service
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quality by the LEC. Moreover, price increases may result in the reduction of overall demand for a
service, further reducing revenues. The LEC is unlikely to raise price or lower output
significantly in these markets, without regard to its current market share.

32.  One metric for assessing competition is “addressability,” which captures the ability of a
LEC to raise prices or lower output to particular customers or service areas. A market is
addressable when customers representing enough volume have available one or more alternative
providers, so that a price increase by the LEC would be unprofitable. The alternative provider’s
service should be available at a price that is comparable to the price being paid to the LEC. An
alternative carrier with facilities that pass by or are in close proximity to a customer would be an
example.

33, The addressability concept is similar to that of the "uncommitted entrant” in the 1992

DOJ/FTC Horizontal Merger Guidelines. An uncommitted entrant is a firm that is not an actual

supplier in a relevant market, but has capacity in place that can be used to serve demand in that

market with little additional sunk expenditures. Th i M idelines treat an

uncommitted entrant as if it were an actual supplier in the estimation of market shares. As an
example, consider a market in which firm A has the capacity to serve 80% of market demand and
firms B, and C, each have the capacity to serve 10%. Suppose there is another firm, an
uncommitted entrant, with the capacity to supply 100% of market demand. Under the Horizontal
Merger Guidelines, rather than use historic market share, the forward looking division of the
market would be calculated as 40% for firm A, 5% for firms B, and C, and 50% for the

uncommitted entrant.

34.  While there is no magic number on which to base a removal of price controls, we propose

that a 25 percent test be applied in the following way. If more than 25 percent of a relevant



market defined by the LEC is addressable, and consumers are willing and able to switch suppliers
at relatively low cost, there should be a strong presumption that the public interest would be
served by the removal of price controls in that market. This means that the LEC would have to
raise prices at least 25% to recover the loss of those customers -- an action that would spur
further competitive losses. The Commission, of course, should be able to rebut this presumption.
However, such rebuttal should be based on actual market evidence that competition is not
sufficient to protect consumer interests, relative to the regulated baseline. If less than 25 percent
of a relevant market is addressable, the burden shouid be on the LEC to show that the removal of
price controls would be in the public interest. The LEC might be able to meet this burden by
showing that barriers to the entry of new competitors are low, or that there is a history of
increasing competition as revealed by declining prices and that this trend is likely to continue.
35. A LEC seeking to remove a service from price cap regulation should also be allowed to
present other indicators of competition, including evidence of:

* the rate at which entry and addition of capacity is occurring; the size, resources and
customer relationships of actual and potential competitors;

* the degree of vertical integration of actual and potential competitors and their ability to
offer a wide range of access, exchange, interexchange and/or enhanced services;

* reductions in entry barriers due to technological innovations (e.g., upgrading cable
networks to provide access services; provision of access services by wireless carriers at
prices competitive to wireline carriers);

* non-price (service) competition, especially in the case of differentiated services;

+ the presence of large, sophisticated buyers with low costs of switching suppliers, who are
able to play one supplier against another, and can induce bidding contests to erode prices.

3. Market share is the wrong measure for assessing competitive alternatives
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36.  In contrast to addressability, market share is not an accurate measure of competitive

alternatives. Market share is a backward looking measure and focuses on past competitive losses,

rather than forward looking competitive alternatives. Most fundamentally, it is the availability of

competitive alternatives, not the number of customers who have signed up for a competitor’s

services that controls market power. In addition, market share data can mask the true competitive

situation under any of the following conditions, all of which apply to LECs’ interstate access

services:

c.

If markets are defined too narrowly or too broadly, market shares may overstate
the ability of a firm to raise price or lower output. This is particularly important in
telecommunications where rapid changes in technology make market boundaries
difficult to define and where customers may substitute alternative types of services that
provide similar functions (such as special access for switched access). For markets
defined too broadly, the concern is that general market share statistics may mask
individual markets where a competitive alternative is present.

A large market share does not connote market power when other firms can and
will enter the market in response to higher prices, lower output, or degradation of
service. CAPs have demonstrated an ability to enter and compete for customers in
many markets. Often, such entry requires little or no sunk investment, because new
competitors can offer services by packaging existing LEC offerings or because
facilities-based competitors are already established in neighboring markets.

A large market share may not permit a firm to raise price or lower output if
customers have significant buying power. Large customers, [such as the big three
facilities-based interexchange carriers,] can switch suppliers and have devastating
consequences on a supplier's profitability. In these circumstances, even a firm that has
a very large market share may have little power to price above its long run incremental
cost of service. The large customer can turn to an alternative provider, and the mere
threat of a switch is enough to discipline LEC pricing across the board. In many
circumstances, the customer can sponsor the entry of a CAP if existing suppliers are
not an acceptable alternate source. Moreover, if regulators wait until the switch is
made, the benefit of the reclassification is lost because the LEC has been prevented
from competing for the customer’s demand.

In markets where buyers enter into private negotiations for supply or self supply,
market share may not correctly measure actual market presence. A large buyer
may enter into a supply arrangement that is not known to market reguiators.
Substantial volumes of traffic are unreported, resulting in significant "reporting bias" in
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